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Comes now 8. G. Climenson as Trustee of 
Elliott-O’Brien Company, a Corporation, bankrupt, 
Appellant, and petitions the Court for a re-hearing 
of said cause and as grounds therefore respectfully 
shows the Court: 


The opinion says: 

‘‘These objections were filed under subdivi- 
sion g of Section 57 of the Bankruptcy Act, 
which provides as follows: 


‘oe, The claims of creditors who have re- 
ceived preferences, voidable under section sixty, 
subdivision b, or to whom conveyances, trans- 
fers, assignments, or incumbraneces, void or 
voidable under section sixty-seven, subdivision 
e, have been made or given, shall not be allowed 
unless such creditors shall surrender such pref- 
erences, conveyances, transfers, assignments, or 
incumbrancees. ’ 


‘“Subdivision b of Section 60 is the general 
provision relating to preferences under Bank- 
ruptey Act. Subdivision e of Section 67 pro- 
vides, among other things, as follows: 
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‘And all conveyances, transfers, or in- 
eumbrances of his property made by a debtor 
at any time within four months prior to the 
filing of the petition against him, and while in- 
solvent, which are held null and void as against 
the creditors of such debtor by the laws of the 
State, Territory, or District in which such prop- 
erty is situate, shall be deemed null and void 
under this Act against the creditors of such 
debtor if he be adjudged a bankrupt, and such 
property shall pass to the trustee and be by him 
reclaimed and recovered for the benefit of the 
ereditors of the bankrupt.’ ”’ 

The objections of the Trustee based on the 
ground of preferences under the Bankruptcy Act 
were necessarily filed under subdivision g of Section 


57, above quoted. 


But Appellant, as heretofore, contends that the 
objections of the Trustee, so far as said objections 
are based on preferences under the State law, were 
not filed under Sections 57g and 67e as stated in the 
opinion. 

While the objections might be considered as 
filed under subdivision e of Section 67 and subdivi- 
sion g of Section 57, the rights of the Trustee were 
not limited and confined to Section 67e. The fact is 
said objections were filed under subdivision e of Sec- 
tion 70 reading as follows: 


‘‘o, The trustee may avoid any transfer 
by the bankrupt of his property which any 
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creditor of such bankrupt might have avoided, 
and may recover the property so transferred, 
or its value, from the person to whom it was 
transferred, unless he was a bona fide holder for 
value prior to the date of the adjudication. 
Such property may be recovered or its value 
collected from whoever may have received it, 
except a bona fide holder for value. For the 
purpose of such recovery any court of bank- 
ruptcy as hereinbefore defined, and any State 
court which would have had jurisdiction if 
bankruptcy had not intervened, shall have con- 
eurrent jurisdiction.”’ 


The Trustee’s reliance on Section 70e is ex- 
pressly sustained by the Cireuit Court of Appeals 


for the 2nd Circuit and by the United States Su- 
preme Court: 


Cordoso vs. Brooklyn Trust Co., 228 Fed. 333; 
142 C. C. A. 625. 


Stellwagen vs. Clum, 245 U. 8. 605; 41 A. B. 
R. 1. 


The Cordoso case involved a preference under 
the laws of New York wherein the transfer was 
made nine months before bankruptcy and hence 
could not come within Section 67e prescribing a four 
months limitation. The Court placed it under Sec- 
tion 70e. 
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The Stellwagen case involved a preference un- 
der the laws of Ohio. Mr. Justice Day said of Sec- 
tion 70e: 


“‘This section as construed by this court 
gives the Trustee in Bankruptcy a right of ac- 
tion to recover property transferred in violation 
of state law. 


‘‘And a right of action in this subdivision 
is not subject to the four months’ limitation or 
other sections (60 B, 67 E) of the Bankruptcy 
Act. In this subdivision, if a creditor could 
have avoided a transfer under state law, a Trus- 
tee may do the same.”’ 


Referring to Sec. 70e, 7 C. J. 182, says: 


‘‘The effect of this provision is to give to the 
Trustee the same rights with respect to such 
transfers as are conferred on the bankrupt’s 
creditors, or any of them, by the common law or 
the statutory law of the state where the prop- 
erty is located.’’ 


Collier on Bankruptcy (1921 ed.), page 1178, 
referring to Sec. 70e, says: 

“Tt is the corollary of Sec. 67b, and means 
simply that if a ereditor could have avoided 
any transfer (not merely a lien) under the laws 
of the state, the Trustee can do the same,”’ 

and cites Williams vs. Davidson, 104 Wash. 315, 176 


Pae. 334. 


The Supreme Court of the State of Washington 
has held that the right of a Trustee to recover pref- 
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erences under the State law is not subject to a four 
months’ limitation, but has applied the rule to a 
transaction antedating bankruptcy by six months in 
one case and eleven months in another. Hence the 
case could not fall under Section 67e and did come 
within 70e. 


Benner vs. Scandinavian American Bank, 73 
Wash. 488; 181 Pac. 1149. 


Jones vs. Hoquaam Lumber & Shingle Co., 98 
Wash. 172; 167 Pace. 117. 


The Trustee believes that the foregoing deci- 
sions establish conclusively that the right of the 
Trustee is not limited to the provisions of Sec. 67e, 
but that the Trustee may rely upon Sec. 70e of the 
Bankruptey Act. 


II. 


The right of the Trustee to rely on Section 70e 
and to file objections to claims on the ground of 
preferences received contrary to the State law, is 
not found in subdivision g of Section 57 of the 
Bankruptcy Act as stated in the opinion. 


The Trustee’s objections were filed under the 
following Sections of the Bankruptcy Act: 


Section 2: 


‘‘That the courts of bankruptcy * * * are 
hereby invested * * * (2) allow claims, disallow 
claims, reconsider allowed or disallowed claims, 
and allow or disallow them against bankrupt 
estates. ”’ 


Section 57d: 


‘Claims which have been duly proved shall 
be allowed, upon receipt by or upon presenta- 
tion to the court, unless objection to their al- 
lowance shall be made by parties in interest, or 
their consideration be continued for cause by 
the court upon its own motion.”’ 

Section 57F: 


‘‘Objections to claims shall be heard and 
determined as soon as the convenience of the 
court and the best interest of the estates and 
the claimants will permit.’’ 

It is wnder the foregoing sections that objec- 
tions to claims are commonly filed. Objections set- 
ting up such defenses as the bankrupt might have 
set up or defenses that creditors of the bankrupt 
might have set up are filed pursuant to the forego- 


ing sections. 
Collier on Bankruptcy, 10th ed. 812 et seq. 


Remington on Bankruptcy, 2nd ed., pages 
630-652. 


Remington on Bankruptcy, 2nd ed., Sections 
803, 80314, 11 92-1202. 
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Remington on Bankruptcy, 2nd_ed., Sections 
1137-1497. 


In re. Rebman, 17 A. B. R. 767 (9 C. C. A.). 


In re. Creech Bros. Lumber Co., 140 Fed. 8 
CEC CAS: 


Moore vs. Crandall, 205 Fed. 689 (9 C. C. A.). 
Wells vs. Inncoln, 214 Fed. 227 (9 C. C. A.). 


Pactfic States Bank vs. Coats, 205 Fed. 618 
CSC. Cmte 


In re Bement, 172 Fed. 98 (C. C. A. 8). 

In re Omaha Motor Car Co., 245 Fed. 546 (C. 
C. A. 8). 

In re Standard Telephone & Elec. Co., 216 U. 
S. 545, 24 A. B. R. 761. 

The Trustee submits that under Section 2 (2), 
Section 57d, and See. 57f, that he may file objections 
to claims of creditors on any ground recognized by 
Sec. 70e of the Bankruptcy Act. 


It is under these sections that Trustees have 
filed objections setting up such defenses as statute 
of limitations, statute of frauds, estoppel, illegality, 
usury, payment, fraud, ete.—in short, practically 
every defense known to the law. These things are 
matters of everyday practice in courts of bank- 
ruptcy. 
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Remington on Bankruptcy (2nd ed.), See. 
1193-1202. 


CONCLUSIONS. 


Violation of state law gives rise to a cause of 
action in the Trustee under 70e. 


Stellwagen vs. Clum, 245 U.S. 605. 


The Trustee may object to any claim and set 
up any and all defenses that creditors possess un- 
der the Jaw. Authorities above. 


If this opinion is allowed to stand there will be 
one rule in the Federal Court and another in the 
State Court. Great confusion will result. Some will 
depend on the one rule and some on the other. We 
know of no case sustaining the opinion and, as we 
have pointed out, it is at variance and inreconcil- 
able with the Washington cases above cited, and 
with the decision of the Supreme Court of the 
United States. 


Ve 


Finally, if Appellant should be in error in all 
we have said; if it be conceded for the sake of argu- 
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ment that Judge Rudkin is right in holding that 
the Trustee’s objections were filed under Sec. 57g 
and 67e, still, the opinion is erroneous in holding 
that the trustee must prove insolvency in both the 
bankruptcy sense (excess of liabilities over assets) 
and in the State sense defined as non-payment of 
debts as they mature in the ordinary course of busi- 
ness; for the Trust Fund Theory prohibits a pri- 
vate corporation from preferring creditors in either 
kind of insolvency. 


I. A corporation insolvent (1) in that its lia- 
bilities exceed assets and which (2) is unable to 
meet its obligations in due course of business, can- 
not prefer its creditors. Everyone would admit this. 

If. A corporation whose liabilities do not exz- 
ceed its assets but is unable to pay its obligations as 
they mature in due course of busines, cannot prefer 


its creditors (insolvent in so-called state sense only). 


Simpson vs. Western Hardware & Metal Co., 
97 Wash. 626, 167 Pac. 118. 


III. A corporation insolvent only in the sense 
that its liabilities exceed its assets cannot prefer its 
creditors (insolvent in bankruptcy sense only). 


Benner vs. Scandinavian American Bank, 73 
Wash. 488, 131 Pac. 1149. 
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Under the opinion in this case, a trustee in 
bankruptcy must prove a transfer (1) within four 
months of bankruptcy, (2) insolvency in the bank- 
ruptey sense, namely, excess of liabilities over as- 
sets, (3) insolvency in state sense as defined by 
Opinion, namely, non-payment of debts as they ma- 
ture in the ordinary course of business, (4) pref- 
erence. 

This is contrary to the law as laid down by the 
Supreme Court of the U. S. and by the Supreme 
Court of the State of Washington: 


A. 


Under the decisions of the United States Su- 
preme Court, a trustee need not prove insolvency 
in the bankruptcy sense, but may prove insolvency 
under state law and (2) preference. 


Stellwagen vs. Clum, 245 U.S. 605. 


Under the decisions of the Circuit Court of 
Appeals for the 2nd Circuit the trustees need prove 
only (1) insolvency in the State sense and (2) pref- 


erence. 
Grandison vs. Robertson, 231 Fed. 785. 
Cordoso vs. Brooklyn Trust Co., 228 Fed. 33. 
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Under the decisions of the Supreme Court of 
the State of Washington, insolvency in the bank- 


ruptecy sense need not be proved; proof in the so- 
called State sense alone is sufficient. 


Simpson vs. Western Hardware & Metal Co., 
97 Wash. 626, 167 Pace. 113. 


Insolvency in the so-called State sense need not 
be proven; proof in the bankruptcy sense only need 


be proved. 


Benner vs. Scandinavian-American Bank, 73 
Wash. 488. 


Nor is a trustee required to prove the transfer 
within four months. 


Benner vs. Scandinavian American Bank, 73 
Wash. 488, 131 Pac. 1149. 


Jones vs. Hoquam Lumber & Shingle Co., 98 
Wash. 172, 167 Pac. 117. 


The rule is the same in New York. 


Cordoso vs. Brooklyn Trust Co., 228 Fed. 333. 
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The rule laid down in the opinion is at variance 
with the rule of the State Court in two particulars: 
the Federal rule requires proof of insolvency in both 
the bankruptcy sense and in the State sense and, 
second, the transfer must be within four months. 
The State Courts hold proof of insolvency in either 
sense is sufficient and, second, there is no four 


months limitation. 


BASIS OF TRUST FUND THEORY. 


All the Washington decisions are rested chiefly 
on Section 741 (5) Rem. Comp. Sts. (1922) reading 
as follows: 


‘*A receiver may be appointed by the Court 
in the following cases: (5) When a corporation 
has been dissolved or is insolvent, or is in 1m- 
minent danger of insolvency, or has forfeited 
its corporate rights.’’ 

If there is imminent danger of insolvency a 


receiver will be appointed. 


State ex rel. Strohl vs. Superior Court, 20 
Wash. 545. 


Kahle vs. Ind. Loan & Inv. Co., 103 Wash. 
273, 174 Pac. 28. 
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The object and purpose of the theory is to se- 
cure an equal and ratable distribution of assets 
among the creditors, to prevent discrimination and 
preferences. 


Thompson vs. Huron Lumber Co., 4 Wash. 
600, 30 Pac. 741, 31 Pace. 25. 


Conover vs. Hull, 10 Wash. 673, 39 Pac. 166. 


A corporation whose liabilities exceed assets is 
more certain to prefer than one merely unable to 
pay in due course. The reason for the rule prohibit- 
ing preferences ts more apparent and more impera- 
tive. 


It appeared in evidence that the state court ap- 
pointed a receiver on the ground of insolvency on 
May 7, 1921 (Trustee’s Exhibit ‘‘G’’, R. 154). There 
was no material change in the condition of this cor- 
poration in the month’s period preceding. If it was 
insolvent on May 7th, it was surely in imminent 
danger of insolvency during the month of April, 
certainly five days before, and had the court given 
effect to the statute above quoted, it would have 
held payments made to appellees during April, 1921, 
were made during the time when the now bankrupt 
was in imminent danger of insolvency. 


The error of the opinion lies in holding that the 


15 


definition of insolvency, namely: ‘‘inability to pay 
debts as they mature in the ordinary course of busi- 
ness’’ is an exclusive definition. There is no decision 
and no statement in any of the decisions of the state 
court that a corporation is not insolvent when it 
appears that its liabilities are in excess of assets. 
There is one late decision holding that a corporation 
whose liabilities exceed its assets is insolvent and 
that a preference under such conditions will be set 


aside. 


Benner vs. Scandinavian-American Bank, 73 
Wash. 488, 181 Pac. 1149. 


The Washington court holds that it is not neces- 
sary to prove absolute insolvency, meaning excess 
of liabilities over assets, but that it is sufficient to 
show that the corporation is not paying its obliga- 
tions as they mature in the ordinary course of busi- 
ness. Such is the plain reasoning of the cases cited 


in the opinion: 


Nixon vs. Hendy Machine Works, 51 Wash. 
419; 


State ex rel. Strohl vs. Superior Court, 25 
Wash. 545; 
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Jones vs. Hoquiam Lumber & Shingle Co., 98 
Wash. 172. 


Had this court followed the latest decision of 
the Supreme Court of the State of Washington 
in Davidson vs. Williams, 104 Wash. 315, where the 
court found liabilities exceeded assets and ‘‘during 
all of this time the corporation was heavily indebted, 
the greater portion of its indebtedness being past 
due, and it was unable to pay, and apparently was 
in a failing condition,’’ judgment would have been 
rendered in favor of the trustee. 


Had the court followed the decision in Cwn- 
mingham vs. Norbon, 125 U. S., 77, 31 L. ed. 624, 
where the court said: 


‘“When a person is unable to pay his debts 
he is understood to be insolvent. It is difficult 
to give a more accurate definition of insolv- 
ency”’, 


judgment would have been for the trustee. 


In this case the trustee in bankruptcy testified 
that the concern during 1921 was unable to pay its 
obligations as they matured in due course of busi- 
ness (Record 99). Mr. Elliott, president and man- 
ager of the bankrupt, testified the concern was un- 
able to pay its debts in due course of business, as 
the books will show (Record 60, 152) : 
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Merchan- Merchan- 
dise past dise not 
due due Bank Total 

January ...... $3,970.68 $7,108.15 $5,500.00 $16,578.83 
February .... 3,486.14 9,291.39 5,500.00 18,227.53 
Rien ........-- 4,788.78 9,527.45 5,500.00 19,816.24 
yori .......... 8,693.19 3,823.42 5,500.00 18,116.61 
—(Trustee’s Ex. ‘‘B’’ at R. 152.) 


The correspondence states that they were fear- 
ful lest some creditor whose account is past due will 


step in and ask for the appointment of a receiver. 


There was no testimony that the concern was 
paying its bills in due course of business. There 
was no testimony that creditors were satisfied with 
the handling of the bankrupt’s accounts, except 
some testimony that the Western Dry Goods Com- 
pany, one of the creditors, was satisfied with receipt 
of payment of $500.00 and a promise to pay the bal- 
ance within the next two months. It is manifest that 
the creditors of this estate had no knowledge of any 
kind of the payments made to appellees. 


Instead of being satisfied with what was taking 
place these creditors, had they known the facts, 
would not have extended any credit to the bankrupt 
concern. No wholesaler in the country would know- 


ingly have sold a concern whose financial condition 
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was that of the bankrupt. None would have been 
satisfied with the appellees taking 80% of the money 
representing sales of the bankrupt during the last 
thirty-five days and receive nothing themselves. 
Such a statement carries its own refutation. 


Brevity requires an end, and we believe con- 
sideration of the foregoing petition will show the 
error of the court. 


Respectfully submitted, 
NELSON R. ANDERSON, 
s, Attorney for Appellants. 


